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1.
House Subcommittee Chairman Signals Action on Energy Bill Including Electricity


As the Energy and Air Quality Subcommittee (“Subcommittee”) of the House Energy and Commerce Committee continued hearings this week on comprehensive energy legislation, Subcommittee Chairman Joe Barton (R-TX) announced his intent to float a revised draft of his energy bill on Monday, March 17, 2003.  The revised bill, which will build upon a measure that Barton released late last month (see March 7th edition of the WER), could come before the Subcommittee for a vote as early as next Wednesday.  


Barton’s announcement came amid continued objections from Subcommittee Democrats who have outlined significant reservations against going forward with an electricity title in an energy bill.  Energy and Commerce Committee Ranking Member John Dingell (D-MI), for example, has continually expressed his interest in seeing both the Federal Energy Regulatory Commission’s rulemaking on standard market design (“SMD”) and ongoing investigations into allegations of manipulation of Western energy markets come to a close prior to enacting electricity legislation.  “The pressure to act quickly is likely to preclude thoughtful consideration of the issue,” Dingell stated.


Dingell’s reservations drew support from witnesses who testified at the Subcommittee’s hearing on Thursday, including representatives from the American Public Power Association, National Rural Electric Cooperative Association, and the Large Public Power Council.  By contrast, the Edison Electric Institute, the Electric Power Supply Association, and the Electric Consumers Resource Council expressed support for electricity legislation, and also recommended changes.  Representing states in the Southeast, the National Association of Regulatory Utility Commissioners’ witness echoed earlier statements by Subcommittee Members from the Southeast and West, who railed against SMD and its potential effects on states in their regions.  


Importantly, Thursday’s panelists also included a Wall Street witness.  Schwab Capital Markets Analyst Christine Tezak described the energy legislation as being “predominantly positive.”  Tezak also told Subcommittee Members, however, that they should limit Congressional intervention into electricity markets for fear of driving up the cost of capital and driving away investors.  According to Tezak, Congress would do well not to add to the escalating conflict between FERC and the states.  In addition, Tezak labeled the Barton bill’s eminent domain provision for transmission siting as a potential poison pill.

2.
White House, Senate Move Closer to Filling Vacancies at FERC


This week, the White House and the U.S. Senate took significant steps to bring the Commission closer to its full complement of five commissioners.


On Monday, President Bush announced his intention to nominate Suedeen Kelly to the Commission.  A New Mexico lawyer and former state regulator, Kelly had won support for her candidacy from both Senate Energy and Natural Resources Committee (“Energy Committee”) Ranking Member Jeff Bingaman (D-NM) and Senate Minority Leader Tom Daschle (D-SD).


With Kelly’s nomination announced, Energy Committee Chairman Pete Domenici (R-NM) moved forward on Joseph Kelliher’s nomination to the Commission.  On Wednesday, the Energy Committee overwhelmingly approved Kelliher’s candidacy by an 18-2 vote, with only Senators Ron Wyden (D-OR) and Maria Cantwell (D-WA) opposing the nomination.  Senators Larry Craig (R-ID) and Gordon Smith (R-OR) voted present, while Senator Jon Kyl (R-AZ) abstained from the vote by proxy.


Kelliher testified before the Energy Committee last month and met little substantive opposition to his nomination.  At the time, however, Bingaman stated that he would attempt to block further action on Kelliher’s candidacy until the President nominated a Democrat to fill the other current vacancy at the Commission.  In light of Bingaman’s stance, Domenici postponed a scheduled vote on Kelliher’s nomination late last month (see February 28th edition of the WER).  Following the Energy Committee’s action on Wednesday, Domenici praised Kelliher as an “outstanding candidate with unparalleled credentials.”


Domenici also stated this week that he looks forward to “equally swift committee consideration of future nominees to FERC.”  Reports indicate that the Energy Committee will seek to consider Kelly’s nomination promptly, and that the full Senate would then consider both nominees to the Commission in a single package.  Some Senators, however, have expressed concerns about such an arrangement.  On Wednesday, Senator Craig stated, “I am simply not comfortable with what appears to be a package of FERC Commission appointments sent by the Administration to appease some of my Democrat colleagues.  If there is a package, it must provide some assurance to me that the interests of the West, particularly the Pacific Northwest, are adequately represented.”

The Commission, which is statutorily composed of five commissioners, has been operating with three members since Commissioner Linda Breathitt’s term expired late last year.  Because only three commissioners from the same political party can serve simultaneously, and two Republican slots are already filled by FERC Chairman Pat Wood and Commissioner Nora Brownell, President Bush could only appoint one more Republican to the Commission.  The last seat on the Commission must be filled by a Democrat or an Independent.

3.
Senator Feinstein Reintroduces Legislation on Energy Derivatives


Reviving a proposal that died in the Senate during the 107th Congress, Senator Dianne Feinstein (D-CA) last week introduced legislation to regulate energy derivatives and increase the Commission’s authority to investigate and punish possible instances of manipulation.


Specifically, Feinstein describes the Energy Market Oversight Act (S. 509) as giving the Commodity Futures Trading Commission authority to oversee transactions involving energy derivatives, and increasing notice, reporting, bookkeeping, and other transparency requirements.  The bill would also authorize the Commission to fine companies that fail to comply with its requests for information, and would make violators of the Federal Power Act or Natural Gas Act subject to punishments of up to five years in prison and/or fines of $1 million.  


Introduction of the Energy Market Oversight Act marks Feinstein’s return to the debate over regulation of energy derivatives.  Last spring, Feinstein offered a proposal similar in many respects to her new legislation as an amendment to the Senate energy bill.  Although the Senate voted down that proposal, the issue received further attention later in the year.  In July 2002, following revelations of possible deceptive practices by Enron and other energy traders, the Senate Committee on Agriculture, Nutrition, and Forestry (“Agriculture Committee”) convened a hearing on energy derivatives at which Feinstein sought to rally support for her proposal.


The Energy Market Oversight Act has been referred to the Agriculture Committee, which has yet to announce plans to consider the bill.  Feinstein, however, has secured co-sponsorship of the legislation from several senior members of the Agriculture Committee, including Ranking Member Tom Harkin (D-IA), and Senators Richard Lugar (R-IN) and Patrick Leahy (D-VT).  Other co-sponsors of S. 509 include Senators Cantwell and Wyden, as well as Senators Barbara Boxer (D-CA), Richard Durbin (D-IL), and Peter Fitzgerald (R-IL).


Senator Feinstein’s Energy Market Oversight Act is attached as Appendix A. 

4.
Analysis of IRS’ Proposed Normalization Regulations

On March 4, 2003, the Internal Revenue Service (“IRS”) issued a notice of proposed rulemaking (“NOPR”) that addresses certain aspects of tax normalization for generation assets that are disposed of or become deregulated.  Last week, the Washington Energy Report provided a general summary of that NOPR.  This article gives a more detailed critique of the proposal.

As noted last week, the NOPR sets out special rules that apply when regulated generation assets are disposed of or become deregulated.  Up until this NOPR, it seemed relatively clear that when an asset subject to normalization was sold or became deregulated, the deferred tax accounts relating to that asset disappeared.  For example, assume that a utility’s accumulated deferred federal income tax reserve (“ADFIT”) is treated as a reduction in rate base.  If an asset that is reflected in the ADFIT is sold, then that portion of the ADFIT is eliminated and that portion of rate base will be restored.  The IRS has been clear that it is a violation of the normalization rules if a utility flows through that portion of the ADFIT balance to ratepayers directly or indirectly.
The NOPR, however, sets out new rules that take a very different approach.  These rules apply to only two types of normalization accounts.  It may be helpful to review these accounts and the changes proposed in the NOPR.


Excess Deferred Federal Income Taxes (“EDFIT”)

The first account is the EDFIT reserve.  EDFIT reserves were created as a result of the reduction in corporate income tax rates in 1986 from 46 percent to 34 percent.  The normalization rules assume that tax rates will not change.  Therefore, when Congress lowered the tax rates in 1986, it recognized that special adjustments would be needed or else ADFIT balances would never be eliminated.  The same law that enacted the tax rate changes also mandated the creation of “excess” deferred tax accounts.  Basically, the EDFIT is the portion of the ADFIT that is allocable to the change in tax rates.  Under the transition method mandated by Congress, a utility’s EDFIT is amortized over the remaining useful life of the asset.  Thus, cost of service is reduced more than otherwise would be the case.  (Of course, the reduction in rate base represented by EDFIT is also eliminated at a greater rate.)

The NOPR provides that if an asset is sold or becomes deregulated, the utility continues to operate its EDFIT reserve (i.e., reduce cost of service and increase rate base) as if the utility continued to hold the asset.  Thus, instead of this account simply being eliminated (with an automatic increase in rate base and no further decrease in cost of service), for tax normalization purposes the disposition/deregulation is ignored.


Accumulated Deferred Investment Tax Credits (“ADITC”)

The second account that the NOPR covers is the reserve for ADITC under former IRC Section 46(f)(2).  Before the investment tax credit was repealed, special normalization rules applied to credits taken with respect to regulated assets.  The utility had to account for the credit in one of two ways.  Under old section 46(f)(1) (generally referred to as “Option 1” or the default rule), no part of the credit could be flowed through to rate payers.  Thus, the considerable reduction in tax expense represented by the credit could not be incorporated into cost of service.  The utility, however, was required to create an ADITC reserve for any credits taken.  The ADITC reserve reduced rate base, but this reduction was amortized (eliminated) on a ratable basis over the book life of the asset to which it related.

Under old section 46(f)(2) (generally referred to as “Option 2”), the entire credit could be flowed through to rate payers as a reduction in cost of service.  However, the credit could not be flowed through more rapidly than ratably, based on the book life of the asset to which it related. It is only the ADITC reserve for Option 2 utilities that is covered by the NOPR.

Consistent with the EDFIT proposal, the NOPR provides that if an asset is sold or becomes deregulated, then the utility continues to flow through the credit under Option 2 as if the utility continued to hold the asset.  Absent this rule, the ADITC account would be eliminated and there would be no further reduction in cost of service.


Observations

· 180 Degree Change: The proposed rules are a complete change from the IRS’ current position on normalization.  If finalized, these rules would require EDFIT and ADITC adjustments to continue to flow back to rate payers, even though the asset is not owned by the utility or subject to regulation.  Prior to this NOPR, the IRS position was that normalization represented a low-cost loan to the utility from the federal government.  This position was consistent with Congress’ intent when the normalization rules were first enacted.  If deferred tax accounts ultimately have to be returned to ratepayers, then normalization must now be viewed as a low-cost loan to the utility from the ratepayers, with the normative benefit of accelerated depreciation being transferred to from the utility to the ratepayer.

· Mandatory Application:  The rules in the NOPR are mandatory, not elective.  Therefore, at least with respect to ADITC and EDFIT, a utility will be required to flow through the remaining balances to ratepayers, even if a regulator was not otherwise interested in such an adjustment.  Any other treatment would constitute a normalization violation and could have severe consequences to the utility.  If the change in the rules was meant to give utilities or regulators more flexibility, it clearly does not achieve that goal.  Instead, the penalties for violating the normalization rules are as high as before, and there is still only one approved method for dealing with disposed/deregulated assets.  A more flexible approach would be to reduce the consequences of a normalization violation.

· Transmission Asset Drop-Downs:  The NOPR does not propose rules -- but does seek comments -- on transactions in which utilities contribute regulated transmission assets to a partnership in a tax-free contribution.  Because the assets remain subject to regulation, and a taxable disposition does not occur, some believe that the partnership should inherit all the normalization accounts of the contributors (i.e., ADFIT, EDFIT, and ADITC).  Conversely, the IRS’ existing line of rulings would suggest that once an asset is disposed of, the normalization accounts are eliminated.  Obviously, this is an issue of great concern as utilities struggle with what to do with their transmission assets in the context of FERC’s Order No. 2000.  Because the existing line of authority provides that deferred tax accounts should be eliminated, it can only be assumed this request for comments indicates that the IRS is considering reversing its position.  If that were the case, then certain forms of transactions would be more advantageous than others.  For example, if partnership contributions resulted in a carry-over of normalization accounts, then the partnership would inherit a significant reduction in rate base from the outset, as well as phantom reductions in cost of service.  In contrast, a taxable sale of transmission assets would not be within this rule and the purchaser would commence operations without any reductions in rate base or cost of service.  Thus, if the IRS reverses itself, there will be a significant regulatory bias against asset drop downs.

· Normalization Accounts Under Option 1:  Along the same lines, the NOPR requests comments on the proper treatment of ADITC reserves that arise from Option 1 (as opposed to Option 2).  As explained above, under Option 1, the amount of the credit creates a reduction in rate base.  This reduction is amortized over the book life of the asset.  Under current law, if the asset is disposed of or becomes deregulated, that ADITC reserve is eliminated and the utility’s rate base is computed without any such reduction.  If a similar rule is proposed for Option 1, then the rate base reduction would continue in force, on a ratable basis, over the remaining life of the asset.  Such a rule, just like the rules already set out in the NOPR, seems inconsistent with the Congressional intent that normalization should benefit the utility and not the ratepayers.

· Economic Disincentives:  Any deviation from current normalization rules on the disposition or deregulation of assets will serve as an economic barrier.  Currently, the pricing of regulated assets reflects the fact that normalization operates as a reduction in the economic cost of such assets.  If the normalization rules are changed, so that the benefit of investment tax credits and accelerated depreciation is directed to rate payers, then it will -- retroactively -- increase the cost of such assets and will make it more difficult to transfer them.  If an important policy goal is to encourage the transfer of assets to their best economic use, then regulatory regimes that burden such transfers should be avoided.

· Lack of Regulatory Coordination:  Finally, such a significant change in the normalization rules should not be made in a vacuum.  If this proposal is meant to facilitate or abet FERC changes, that goal should be more explicit and any tax changes should be conditioned on such regulatory changes.  Ideally, the IRS and FERC should work closely to make any changes in normalization more organic.  It seems inevitable that a unilateral change in the normalization rules by the IRS will takes years to work through the rate-making side.  Indeed, the current disarray with respect to interconnection agreements and the positions taken by the IRS and FERC illustrate precisely the need for close coordination. 
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